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ABSTRACT 

^ ^ Efforts tp monitor the^fifiancial condition of 

colleges and universities have arisen rrom' concerns about the effects 
-61 economic and demographic pressures. Researchers have attempted to. 
monitor financial, condition through two types of research: subjective 
studies and obj tive financial indicatoc studies. Subjective ' 
analyses can be l jef ul for gauging constitljient satisfaction with 
financial performance and priorities. Efforts' to create objective 
indicators reflect a desir« to monitor measurable , changes in 
financial condition and to maintain financial Strength through the 

've use of available resources. An example of a commonly used 
financial indicatjpr is the ratio of instructional expenditures to 
total educational and general expendi tur«(s . Soke financial indicators 
may entail nonfinancial data (e.g.,Vthe iratios of new freshmen to 
total applicants accepted).' The interpre/tatio'n of a financial 
indicator rests on an assumption of what constitutes "sound^ 
financial condition. For example, overreliance on tuition income is 
frequently cited as evidence of weaH financial condition. The 
assessment of institutions can be undertaken by experts or based on a 
theoretical framew>>rk'. Applications and limitations of financilil 
indicators have been discussed in the literature. (SW) 
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Monitoring^the Financial Condition of Colleges and Universities 



by Barbara Baylor 



I 



servers of higher 
cducatiorrs clirrent 11- 
nancial ditfic ulties often 
trace them tq ^ "cost-in- 
corne squeeze" that be- 
gan in the. early 1970s .^^^^^^ y^, proivsuomd ahiuxjmicul rrfatters. )ieforepuhlicatioti\ (he 
(Cheit 1971). As the real- 'jnunuscnpt was aubrnittedjo the American Assmiation Jor jliiiher 
ixy awd ' seripusiiess of Education jor rmcw. hunts ofvicw or opin^m do not^ nacnarily 
'that' earlier c'ost-income ffprcserU the o(fidal view or opinions of either A AH E or the Na- 
'^sis* 1---. . , ; ' iional Institute of Education. * if " ' 



livseOu h Currenls is prepared by theERIQ Ch'aiinj^house on High- 
er f^Jucatiun, The Geclr^^e Wa^liiniiton University, Washington, 
I), a. 'Ilie material in this publication ivas prepared pursuant to a 
iontraet ivith the National Institute of Education. ILS. Depart- 
ment of Edue/iUon. Contractors unrwriaking' such projects under 
goi crnment sponsorship ^ire encouraged to express freely theif judg- 



squirezcTTJecame vyidely 
apparent, researchers Sought more systematically to 
document higher education s financial plight^nd pre- 
dict its likely effect? (California Postsecondary Edu- 
cation Commission 1979;Jenny & Wynn 1970, 1972; 
Jellema 1973; Mirier & Bowen 1980). These under- 
takings led to other efforts to understand and irionitor 
the financial condition of collegts and universities. 

Understanding Financial Condition 

Understanding institutional financial condition 
implies thaTa standard ovists by which] relative finan- 
cial strength can be judged. The "balanced budget" cri-^ 
terion alone is not adequate. The true key to financial^ 
well-being may be in an institution's ability to finance 
both short-run and long-run clTsts (J^I^^^y 1^79b). 

It is relativdy easy to determine if kn institution is 
meeting its. short-run costs; whether it will be able to 
do so'^in the future is a more complex matter. Judg- 
ments about' an institution's ability to finance long- 
,;run costs can be prr jlematic. Colleges and universi- 
ties have great difficulty arriving at reasonable esti- 
mates of charges to be levied against current revenues 
and often underfinance siich long-term expenditures 
as physical plant maintenance (Jenny i979b) 



may be vievyed as changes 
in the r.isks to the institu- 
tipn's ability to continue 
fiinctiorijng at an accept- 
able level (Minter 1979). 

Ia related way of view- 
ing financial strength is 
to ^consider "forms of dis- 
tress" affecting the ability 
of ar*institution to pro^ 
vide high-quality instruction, resaijj^^h, or public ser- 
vice. Forms of distress include ^working capital dis- 
tress" (the inrititution 1^ unable .to finance daily operat- 
ing expenses), "demand-related revenue distress" (a 
result of lowered demand for the institution's services), 
"non-sales-related revenue distress" (the institution 
cannot realize it^ historical levels of gift and endow- 
.ment income), arid "financial flexibility distress'' (the 
institution's financial resources are so restricted that 
it has no flexibility in their use) (Collier 1-979). 

Monitoring Financial Condition 

Armed with a concept of "sound financial condi- 
tion," researchers have attempted to monitor finan- 
cial condition through two types of research: subjec- 
tive studies and objective financial indicator studies.> 

Some researchers claim that the concept of finan- 
cial condition is necessarily subjective. They argue 
that, since money finances institutional purposes, 
shortages of money are^^eaftiiigful only insofar as 
they hamper the attainn^ent of purposes (Jenny 
1979a), and that the financial conditiftn of colleges 
and universities rests on "many ijrUangible factors 
which defy quantification" (Mipter & Bowen 1960) 



Complexities siich as-these have led to eflbhs to^'de- . In this view, jno financial variable has quite the same 

velop concepts of financial condition that are more meaning for all institutions. Subjective studies look 

Vcilid and comprehensive than the .balanced-budget to an institution's definition of its purposes and its 

standard. One concept viev\^ financial condition in own assessment of the degree'to which its resources 

terms 6f changes in the risks a college faces. Risks allow it to attain those purposes. 
m; y be non-financial (e.g., low morale) or financial In an influential 1971 wqrk, Cheit grouped a sam- 

(e.g., shrinking equity). Changes in these factors.., pie of 41 colleges and universities according to their 
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perceptions of tV.(Hr ability to meet self-defined re 
sponsibilities. Those "n^t in financial difficulty*^ indit 
cated that they wdre meeting their responsibilities 



j and could plan program growth with confidence, 
I Those "heiufc'd for financial trouble" were meeting 
current rt^sponsibilitics but were, unsure they could 
do so lormuch longer. I'hosc "already 1n llnanciali 
: (liffK oily" wctc unable lo provide services or insure 
; .tlie (|Uiilily essential to (heir programs. The notion 
that what is essential to some institutions may bo less 
important or irrelevant tc> others is implicit in this and 
o(.h(M* subjective studies. * 
T*he usefulness of subjective studies depends large- 
, ly on tlie reasons they <tre underlaktm (C6llier.1979). 
' Such studies may be tenable if their express purpose 
>is to gather con.stituent opinions about financial con- 
; dition or to gauge the level of constituent satisfaction 
j witlTe*cpenditure patterns. The approach is il|t use- 
: ful to those concerned with assessing «dtt<:/chahges in 
' tVie financial condition of individual colleges and uni- 
\ versifies, nor is it helpful in comparing ihe relative 
I condition of groups of institutions. ^ . 

; Efforts t^) overcome the limitations of subjective. 
: studies have resulted in a secrond approach to finar^ 
cial assessment — the use of objective financial indica-' " 
tors (often ratios) to reflect some aspect of institu- 
tional condition across all «r some segment of higher 
! education.. Indicators are ^"statistics or statistical 
j series that facilitate the quantitat^ive description of the 
j current state or condition of sqrnething, a^p well as 
J pinpoint how and in what ways that condition is 
j changing" (Collier & Patrick 1978). . . ' 

i An example of a commonly used financial indi- 
j cator is the ratio of instruqtionar expenditures to total 
{ educational and general expenditures. By monitor- 
j ing trends in this ratio, or by comparing the ratio's 
• value to those of peers? an institution can be alerted to 
Impossible over- or under-expenditure in the instruc- 
I tional area. Such information can be useful in setting 
i compensation and teacHing load policies, 
f Some'financial indicators maycntail non-financial 
! data. The ratios of new freshmen to total applicants 
j Accepted or of full professors to total faculty have im- 
i portant financial impfications. 

; I The interpretcUion of a financial indicator rests on 
; jan a.ssumption of what constitutes "sound" financial 
''condition. For example, overreliance on tuition in- 
come is frequently cited as evidence of weak financial 
condition. An institution's ratio of tuition income to 
I total current-fund income is an indicator of tui^ion 
I dependence; that indicator gauges financial condi- 
j: tion to the extent that financial condition and tuiticfn 
•! dependence are seen as synonymous. The literature 
% reveals no single, summatiye indicator of financial 
condition; indeed, several hundred indicators have 
been proposed by theorists .and 'researchers (Bru- 
baker 1979), evidencing disagreement over defini- 
tions of financial well-being and indicator selection. 

I'wo approaches to dealing with this disarray are 
evident in the literature on assessing institutional 
, I ! condition. The first and earliest a|aproach uses finan- 
I : cial "experts'* to judge intuitively the relative financial 
j ' ' condition of a jampleof institutions. Through the use 
M i of discriminant analysis, the condition of,ottier insti- 
I : t\it|ons is then inferred from theii* simihxrity to the 
' Q ( haractcristics ()f the sample group. 
lER^C laipton, Auginblick, and Heyison's^The Financial 
State of Higher Education*^ (1976) remains the most 



widely cited study of this type/The authors used data 4 
. fionil the Higher Education General Information 
Survey (HE(iIS)'*<T7omtruct 224 indicators, includ- 
ing financial ratilis; trends in expendit\ires, reve- 
nues, and enrollments; and descriptions of institu- 
tional programs, offerings, and conU()l for a subsani- 
pie of .^35 insthuti()n/i, 'flie indicators did not conform . 
U) any prior definition ol'financial health, but were as ' 
exhau.stivc a list of'indicators as HEGIS data wpuld 
allovv the authors to construct. The indiciitors were 
provided to a panel of eight ^'experts'' who u.sed them 
to rate the 55 institutionl?^ as healthy, relatively 
healthy, neutral, relatively unhealthy, or unhealthy. 
Discriminant analysis was then applied toid\nermine 
which indicators actually distinguished among .tl)e 
five groups of institutions, Finally, the 16 indicators 
found to discriminate w/?re applied to the author's full 
2,200 institution sample. 

The 16 discriminating indicators included institu- 
tional control; enrollment trends; trends in educa- 
tioi^al and general expenditures; and ratios of current 
fund revenues to expenditures,* academic expendi- 
tures to educational and generafexpenditures, fresh- 
men FTEs to total undergraduate PTEs, and tuition 
and fees'lfo student aid revenues, f ^ j 

Criticism of the Lupton study reflects the weak- 
nesses of the ^'expert*' approach to applying financial 
indicators^ No definition of finiyicial condition was 
•provided to the judges ;^h^ce there w^s no assurance 
that they considered the same factors in rating rnsti- 
lutions (Frances 1976).^. Absent such a definition, ii^- 
dicators that are statistically valid may still not be "in- 
tuitively j descriptive** (Collier 1^979). There hrc \ 
"generic shortcomings'' in financial-condition studies j 
that excessively rely on statistics ancl.have insufficient j 
understanding of the underlying financial concepts J 
they pul^port to reflect (Frant^is & Stenner 1^79). 

To lessen guch concerns, a second approach has 
been developed that uses a -theoretical frame worl||^to. 
guide the selection of indicators. 

Collier and Patricks study (1978) exemplifies this { 
theory-based approach; methodologically, the work } 
resembles that of Lupton et al., and in f^ct was un-^ l< 
dertaken to refine that study.. Both projects used ex- 
pert ratings to vahdate financial indicators; neither \ 
provided a definition »f financial health.^ However, ^| 
Collier and Patrick's experts were chosen for their fa- j 
miliarity.with the institutions they were being asked * 
to rate, and public and private institutional samples I 
were analyzed separately. Collier and Patrick's theo- j 
retkal framework was intended to deliife a set of i 
dimensions that describe financial condition compre* 
hensively. These dimensions^ include financial inde- 
pendence, revenue drawing power, financial risk, 
revenuc'stability, and reserve strength. I hirty-seven 
financial indicators were selected to reflect these di-^, 
tnensions. ^le experts were given detailed fihanciaj^ 
data on institutions in tKe sample and were asked to |^.- . 
ident^y those they considered "decidedly strong" or j-'^^ 
"decidedly weak," IJiscriminant analysis was then K^*^* 
used to determine whether or not the indicators con- "j 
structed from HE(JIS data would discriminate be- ; • 
tween the sample's institutions, t . j * 

Indicators found (<[) discriminate strong from* weak j « 
public institutions Jiuggest that^he latter have less di- ,< 



id; 



iraiist'tM'.sy rcllcci lllnancial health as mirrored, respec- 
tively, ill hnaiK iaJ .liciuidity ^incl in the instiluiions 



ability 



/ •to rniane;t* its current level ofoperations wiih- 
'w iueonie. PMM ratios are intended to indicate 
vvhetlu'r ihe'in.minitinn lived within its means during 
(he year re))()rted. Such ratios as ne*t total rt^venues to 
total revenues, and net educational and general reve- 
nues to total edueatfonal and general* revcMiues, are 
inteufli'd to reflect this dinuMision of firfancial c ondi- 
tion. They measure, res|)ef.tiv(»ly, whc^ther (he year's 
current o|)erations resulted in a deficit or a surplus, 
an\l vyhether eclucational and ge.nerai revenues were 
adecjuate to meet expenditures. 

Conclu.stons and Analysis • 

Efforts i() monitor the condition of colleges and 
universities have aris^vi from concerns that economic 
ajul demographic pressures are undermining institu- 
tional' financial integrity. The differences in -ap- 
proach d(*s(MMl)ed can be explained in part by consid- 
ering the uses to w^hich financial analyses can be put. 

Subjective* analyses of financial condition can be 
' useful lor gauging constituent satisfaction with finan- 
cial-performance and priorities. When subjective as- 



sessments i'vdm a 'gr()U|) of institutions are^gregated 
(C^l.heit 1971), the results can provide an inteirsting 
sna|)shot of ^the institutions' pc^i'ceived financial 
Strengths, weaknesses,, and trends. ^ 

Alternatively, efforts to create objetJtive. indicators 
rellect a desiri^ to nionitdr measurable changes in fi- 
naiicial condilion.and to maintain llnancial, strength 
through the -(*fl'ec(ive (ise ot available resources. 
, Moreover, because indicator values for individual in- 
stitutions can be aggregated to show multi-institution 
trends/finaneial. indicators can be useful devices for 
monitoring the condition of comparable institiitions. 

No single approach or indicator will retlect finan- 
cial condition perfectly. Nevertheless, institutional 
administrafors may find it useful to define diinen- 
sioni> of sound financial condition that they judge 
pertinent and then U) monitor changes in;indicators 
that rellect these dimensioits. A growing dependence 
onHuition income or an increasingproportion of total 
expenditures devoted to debt sen'ice should alert the 
institution to*the possibility of future financial diffi - 
culty. It is not necessary, in other words, that finan- 
cial indicators be completely comprehensive and per- 
fectly predictive in order io be useful. - P 
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I versr rryenut: 5?ourccs, HinHller end-ol'-year fund bai / Several rc«earchcr\are skeptical about vvhat finan- | 

• • aifices, and are more dejjendent on government apr cial indicators can tell us about**^nstitutional condi- 

• .pr^>priations. Those that discriminated betweeii , tion. Jn the case of public •institutions and major n;- 
, strong an(l weak private institutions sut(gest that the . search universities, internal measures of condition 

lailer (K^voie more of thi ii; expenditures to interest, may be irrclirvant; because they. depend on govern- 

rely more heaviFy on irstricted reveiiues, have re\Ver nient grants and appropriations, tax capacity, demo- 

reserves and less diverse t\inding sources, and devote graphic trends, and other environmental measures ^ 

ievver unixl expenditun^s to fixed accounts; may be more revealing (Hughes 1979). Also, fund ra- 

second ^exarh pic ol' theory-based research at- tios can reliect.only past and Current finances and 

tempts to retleci iiistitutional- financial cohditicin by cannot measure the ability of an institution to bring'- » 

viewing it as a function of the slate of three interact- in new funds or^nake budget reforms (Dickmcyer 

• ingorganizational systeins in higher education/ First, 1979). One of the* most important factors in iristitu- 

, an academic system contains the grganizatio^ial ele- ^ tional condition is quality of management; indicators . . 

: inents that lead lo student learning and faculty re- are probably not capable of measuring that charac- ^ * 

sean h productivity. Second, a financial system notes teristic direcdy (Finn 1979). 

tlows of ihstitutional resources that result in surpluses Finally, the Hgnificance oi financial distress depends * . 

; or shortages. Third, the competitive market system on the institution (Coltier 1979)* For example, two . 

comprises the buyer/seller relationship between the institutions iijiay demonstrate identical levels of 

• institution and prospective students (Dickmeyer financial distress. But', if one can rely on ongoing 

; 1983). 1 he 38 indicators used in a study that appliqd constituent support, the distresikts less significant. ' j 
this theory were ititended to measure the stresses on . . * \ ' ^ 

{ the syjjtems; thl systems' responses to them', and the , Applying Financial Indicators 

I resulting condition of the systems. Indicators of stress Such qaveats notwithstanding, the literature ofl'ers 

• I included declines in enrollment, gift giving, endow- several suggestions to indiv'dual institutions for ap- ' 

: ment performance, and revenues. . Indicators of plying financial indicators. , 
( j response to stress included tighter budget-coritrol One' approach^to ev^iluating financial condition is ; 

; procedures and increases in student-recruitment available in workbook form to small, private Colleges. ! 

i budgets. Finally, indicators of systern condition in- It is based on calcijl^ting changes-in financial indi- 

eluded trends in institutional selectivity, faculty sala- cators selected to reflects financial strength, estimated i 

' ries, student-fatuity ratios, and financiahreserves, risk,. and changes in financial and non-finaiiqial re- \ 

sources* Its prenriise. is that **a collegeV overall coijdi- : 

\ Caveats. tion can be oiettnmgfully characterized by measuring i 

j Researchers offer several caveats about the j>ies available resources, trends in these resources, . and ; 

■ and limitations of financial indicators. First, the con- the institution's special need lor these resources** | 

; sistency with- which given indicators reflect the condi- (Dickmeyer & Hughes 1979b)» 1 . 

' tion of diverse institutions is a critical issue to those Updegrove (1982) considers prospects for develop- ; 

I vyho would use them to compare institutions. For ex- ing a computer-based approach to assessing compara- : 

ample, because oTdifferences in their financial staruc- tive institutional financial condition. It would be based ; * 

tures, many st^^istics do not'have the same meaning on data-sharing among subscribers to EDUCOM*s i 

I .for both public and private institutions (Stenner Eciucation Financial Planning Model. EFPM is an ; 

! 1978). Institutional mission, location, student body interactive financial modeling system tljat^lows \ 

^; conipcwition, and methods of financing were found to users to specify assumptions about revenue and ex- ; 

aiffect the comparability of financial statistics within a penditure levels, to determine which combinations 

, groijp of commurtity colleges (Dickmeyer & Hughes are feasible, and to make comparative financial 

: 1979a). Such findings lead researchers to conclude ^assessments. . . " : ' 

that the more homogenot4s the financial structure Financial indicj^'o'rt can be useful in college and • f ' 

and educational mission of the group of institutions university strategic planning and accreditation self-. . 

' studied, the more valid ihterinstitutional copipari- study efforts (Dickmeyer 1Q82, Haywood 1982). ■ 

, sons of condition will be (Frances & Stenner 1979). Both are concerned with assessing strengths and • 

Technical considerations of research methodology, weaknesses that bear oit -institutional quality and vi- 

i statistical procedures, and validity .and reliability of ability. Trends in departmental costs per student, the j 

data affect the use1lilne$s of financiaF indicators ratio of financial reserves to curre nt-fund expendi; • 

\ (Frances & Stenner 1979), Some studies have misin- tures, and the ratio of restricted revenues to total rev- ; 

I terpreted institutional trend data by failing to take ac- enues can provide evidence of changes in financial 

; count of general economic trends such as recession strength. It is important to note, however, that the se- ; 
and inflation. The validity and reliability of HEGIS lection of particular indicators should rest on explicit \ 
data has been controversial since^they are institution- assumptions abotjt which financial characteristics are , 
reported and unverifiable. There are lags between . most salient for assessing the institution's condition. ; 
dat& r/;porting and publication that may lead to out- ' Some accounting firms, most notably Peat,' Mar- 
dated conclusions. Indirect state support for ihstitu- wick, Mitchell and Company (PMM) (Minler, Nel- 

; tioris, including direct aid to students and the provi- son, & Robinson 1980), provide their college and ; 

sion of central services such as libraries, are not re- university clients with financial ratios as adjuncts to 

Q orted through HEGIS; this can Jead to data conipa- audittid financial statements. Such ratios as ex|)end- 

El^Cability problernsirt intcrstate*€omparisp able fund balances to plailt deb|, and expendable | 

™™^tcnner 19f9, Patrick & Collier 1979, Ryland 1981). fund balances to total e)fpenditures and mandatmy ' 



